ABSTRACT
INTRODUCTION
he concept of an efficient market is paramount in investment theory. Eugene Fama (1970) noted that in an efficient market any new information would be immediately and fully reflected in equity prices. Consequently, a financial market quickly, if not instantaneously, discounts all available information. Therefore, in an efficient market, investors should expect an asset price to reflect its true fundamental value at all times. Bruno Solnik (1996) has noted that since the true fundamental value is unknown, the only way to test for market efficiency is to detect whether some specific news is not yet incorporated in the asset price and could therefore be used to make some abnormal profit.
CAPITAL MARKET THEORY
The variables employed in an attempt to achieve abnormal profits have been numerous. Those variables employed come from one or both subsets of capital market theory. These two subsets of capital market theory are (1) the Capital Asset Pricing Model (CAPM) and (2) the Arbitrage Pricing Theory (APT).
Many researchers prefer the Arbitrage Pricing Theory approach since it requires less stringent assumptions than CAPM and many believe it provides similar results. Richard C. Grinold and Ronald N. Kahn (1995) of T BARRA noted that "this makes it sound like the APT is a dominant theory. The difficulty is that the APT says it is possible to forecast expected stock returns. But it does not tell you how. It has been called arbitrary pricing theory for just this reason. The CAPM, in contrast, comes with a "user's manual."
This "lack of a user's manual" makes APT a far more complex theory. The APT states that each stock's expected excess return is determined by the stock's factor exposures. The theory doesn't say what the factors are or whether it provides the weighting of the factors. Many, such as Grinold and Kahn, have noted that this is where science steps out and art steps in.
Multi-factor models are in reality three types. Fundamentally, they all must deal with common factors which influence many stocks rather than being specific to a single stock. The three multi-factor models are (1) the Statistical Factor Model; (2) the Macroeconomic Factor Model; and (3) the Firm's Attribute Factor Model.
It is the third multi-factor model, the Firm's Attribute Factor Model, which is of particular interest in this investigation. There are, in general, four subsets. These sub-sets are (1) Economic Factors; (2) Earnings Momentum Factors; (3) Price Momentum Factors; and (4) Valuation Factors.
VALUATION FACTORS
It is the latter subset, Valuation Factors, which is the focus of this paper on the German Stock Market. Valuation factors have become increasingly popular due to publicity given to Warren Buffett and others engaged in so-called intrinsic valuation investing. Hence, there are multiple models for valuation measurement. This paper chose to use three valuation measurements. These were (1) Price to Book (PBK); (2) Price to Current Earnings (PEC); and (3) Price to Normalized Earnings (PER). The first two price multiples are well known. The third is actively used as well but not as common. Price to Normalized Earnings can be best noted by taking an eight year regression of time and earnings per share. The regressed or eighth year earnings per share become the "normalized earnings" to apply against the price. This allows for a company currently unprofitable (and not included in any PEC listing) to be included in a study.
VALUATION AND EFFICIENT MARKETS
Valuation is the most important aspect of active portfolio management. Active managers, in order to justify their roles and compensation, must believe their assessment of value is better than the market or consensus assessment by providing a risk-adjusted return greater than a buy and hold strategy. The modern theory of valuation connects stock values to risk-adjusted expected total returns. This theory of valuation is closely related to the theory of option pricing and is consistent with CAPM and APT. Further, valuation, or perhaps, more importantly misvaluation, is clearly connected to expected returns.
Assume that in any domestic APT model, some form of the firm's attributes will be incorporated. In this context, the domestic APT model proposed by Grinold and Kahn (1994) of BARRA notes the importance of valuation fundamentals in its construction. In general, it is an attempt to measure whether the stock is expensive compared to the current fundamentals.
Valuation anomalies fall into the traditional empirical test of the semi-strong form of the Efficient Market Hypothesis. Some studies suggest stock selection based on fundamental security analysis will not outperform the market due to analysis competition. Other studies suggest pockets of price inefficiency exist and produce statistically significant positive abnormal returns.
The valuation parameter of the price earnings multiple is one example (Basu, 
RESEARCH HYPOTHESES
The foregoing demonstrates there is research to support the predictive capabilities of valuation rules, at least, in the U.S. markets. This avenue of research is now being expanded to analyze the German stock market.
The first hypothesis herein tested is the classical Benjamin Graham thesis against a section of German equities: low valuation outperforms high valuation as well as a buy and hold market strategy (the index). The valuation proxies utilized in the study as previously noted were (1) Price to Book (PBK); price to current earnings (PEC), and (3) price to normalized earnings. If the results are in the predicted direction and high enough on a riskadjusted basis, the German stock market efficiency can be questioned.
The second hypothesis herein tested is that the hedged portfolios (going long the low price multiples and short the high price multiples) of the above valuation proxies will be positive on a risk-adjusted basis. This likewise calls into question the German stock market efficiency but also will allow for investors to achieve a riskless return.
The hypothesis of this paper is that stocks with high price momentum will outperform stocks with low price momentum on a risk-adjusted total return basis. If this be the case, the efficiency of the German stock market could be subject to question.
DATA AND METHODS
This paper will explore the total return behavior, risk-adjusted, of German equities selected by the above noted hypothesis. The data source is First Call World Equities. The study will involve a five year period ending December 31, 2007. The initial study year contains 1016 stocks decreasing to 853 in the last year. The data is so constructed that the three most common biases are eliminated. There is no look ahead bias, no restatement bias, nor any survivorship bias to the data. Ford Equity Research provided their estimate of normalized earnings. Mergent provided their estimate of the financial strength of the company on a nine point scale 1 (best) to 9 (worse), A-priori, it was decided only to use stocks six or better (B-or better) in the study. This resulted in the size of the population being reduced to about 28.77% on average.
The stocks will be selected into the top twenty and bottom twenty for a five-year analysis. The stocks will be re-balanced on a yearly basis. All results will be expressed in local currency on a total return basis.
An estimate of turnover and transaction costs will be made in order to allow the use of the methodology in pragmatic investment management. Output variables noted were (1) Capitalization (expressed in millions of local currency); (2) earnings variability (the standard error as a percent of normalized eight year earnings as regressed); (3) current to normalized earnings; (4) the estimated growth rate; (5) dividend yield; (6) quality; and (7) debt to assets.
DATA RESULTS
A summary of the results of the study can be found on the following pages. 
GERMAN PRICE MULTIPLE STUDY

DATA ANALYSIS
An analysis of the data was favorable to the hypotheses. Each of the price multiple subsets presented the following conclusions.
